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Our Present Prosperity — 


Is It Well-Founded? 


Deficit Financing in Prosperous Times May Be an Indicator of 


Economic Disaster 


by Dr. LEo WoLMAN, Professor of Economics, Columbia University 


emer for the government in Washington are busy congratulating the country on its 
economic achievements since 1945 and they are equally busy claiming credit for all 
the good things that have happened. There is nothing new about this. Not so long ago an Admin- 


istration in Washington of a different political 
complexion was making similar claims about 
the state of affairs at that time. While the words 
used were different, the arguments used were 
much the same as they are today. Somehow 
or other we had discovered the key to per- 
petual prosperity. The secrets of business 
stability and expansion had been mastered. 
Interruptions to the onward march of the 
economy, as in 1924 and 1927, were bound to 
be brief and slight. 

Looking backward all of this is now seen to have 
been a tragic blunder. The country was completely 
unprepared for what happened. Constant emphasis 
by both public and private leaders of opinion on 
the essential soundness of things not only caught 
people unawares but, more important, diverted their 
attention from the public and private policies which 
brought on the disaster. The greatest and most 
culpable error of the times was the creation of a 
state of mind, unable and unwilling to detect the 
forces which were generating one of the longest 
and deepest depressions in the country’s history. 

Through periods of this kind the behavior of 
government appears to pursue a typical course. 
Government chooses the easiest among the several 
alternative courses of action. It calls attention to 
what it has done and diverts attention from what 
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it has failed to do. All the good or successful things 
that happen are attributed to its policies and all 
the bad or unsuccessful ones to the errors, or greed 
or obtuseness of others. The failure of a bewildering 
succession of the most drastic policies to pull the 
country out of unemployment from 1933 to 1940 
is said to be due not to the policies themselves but 
to alleged inherent deficiencies in the system of 
private business. Again, the rise in unemployment 
in 1949 when the national income stood well above 
200 billions of dollars was not caused by anything 
the government did or failed to do but by the mis- 
taken policies of others, such as the failure of 
business to reduce prices in the face of rising costs, 
or the failure of the steel industry to expand capacity 
faster than it had already done, or the failure of 
Congress to raise taxes and repeal the Taft-Hartley 
Act, or the failure to increase unemployment insur- 
ance benefits and to pay them 52 instead of 26 weeks 
a year. 


Facing Large Dangers 


It ought to be clear that a country incessantly 
exposed to this kind of argument faces large and 
incalculable risks in the not distant future. Cer- 
tainly among the numerous, expensive functions 
now performed by the Federal Government, the 
most essential function is to acquaint the public 
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with the pros and cons of leading governmental 
policies. Certainly the citizens of this country de- 
serve something better than the discussion of urgent 
issues on the level of a high-school debate. For a 
time it was believed and hoped that the task of 
clarifying policy and economic trends would be 
satisfactorily discharged by the President’s Council 
of Economic Advisers. But it would be a rash indi- 
vidual who any longer entertained such expectations 
as the Council has joined the ranks of the many 
public agencies which are more concerned with 
political objectives than with the quest for enlight- 
enment. 


If there is inadequate discussion of public poli- 


scheme, running a deficit becomes a positive virtue, 
and the considerations that historically and theoreti- 
cally were urged in support of a balanced budget 
are thrown into the discard. 


Is Balancing a Budget Outdated? 


There can be little doubt that this view of gov- 
ernment finance is attractive and plausible. It has 
won many converts, not only in government but aiso 
among businessmen and students. And it is fair to 
say that a large, and perhaps increasing, part of 
the American public no longer thinks in terms of 
balanced budgets and is inclined to view the business 
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cies, it cannot be because these policies are strange 
and unfamiliar. They are in fact well known, and 
this country, as well as the balance of the world, 
has had frequent experience with them. The trouble 
is that old policies and old practices appear in a 
new guise. So what is old and stale seems new and 
fresh. The old policies may be given new names. 
The result is that many fail to recognize what is 
going on and are persuaded to accept on faith 
programs of action which they do not fully com- 
prehend. 

In the current situation in the United States 
the foremost economic policy of the government is 
deficit finance, by whatever name it may be called. 
Of course, it is no longer described in such simple 
terms. The entire theory and terminology has 
changed. Deficits are no longer incurred, as in war- 
time, because outgo exceeds income. They are now 
created deliberately. They are created in order to 
serve a large and indispensable public purpose. 
Their purpose is to balance economic activity — to 
increase activity when it is low and declining and 
to. dampen activity when it is high and rising. Hence, 
the term compensatory finance, by which is meant 
the building up of budgetary surpluses in good times 
and the accumulation of deficits in bad. In this 
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of balancing as an outmoded, obsolete device which, 
if reinstated, would do more harm than good. 


What difference does it make, then, whether the 
budget is balanced or not? In particular, what 
difference does it make, when a government is 
practicing, or says it is practicing, the method of 
compensatory finance whereby a period of surplus 
would succeed a period of deficit, each of indeter- 
minate length? If there is a sound answer to this 
question, it must be sought in the records of experi- 
ence, in weighing the probabilities of political be- 
havior, and in the knowledge of how a competitive 
business system works. 


On the practice of compensatory finance we have 
already had a longer experience than is commonly 
known. We have, for example, run a surplus in 
financing the Federal Government in only one year 
from 1931 to 1950, and in that year it was almost 
a physical impossibility to avoid a surplus. From 
here on the outlook for surpluses certainly does not 
appear promising, even though the volume of busi- 
ness activity continues at unprecedented levels. 
Under the circumstances what becomes of the idea 
of a succession of surpluses balancing a succession 
of deficits? When are we to find business years 
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good enough to yield budgetary surpluses? Is it 
not likely that a national Administration, dedicated 
to this modern method of public finance, will claim 
that business is good only or largely, because the 
government is running a large deficit? What poli- 
tician who feels this way about the source of good 
business will be willing to take the risk of doing 
away with both a deficit and good business at the 
same time? If these observations have any weight, 
is it not more accurate to describe the policy as 
one of perpetual, and not occasional, deficits? 


The Consequence of Perpetual Deficits 


In fact, an excellent case can be made for the 
persistence in this country of large annual deficits 
for some years to come, no matter how satisfactory 
business may seem in any one of these years. That 
sort of experience no one would claim is new in this 
world. If anything is firmly established in economic 
history it is the dire consequences which flow from 
perpetual deficits. One of the best known is rising 
prices and the declining value of money. With this 
one we have already had illuminating experience 
in the last ten years. Take, for example, the matter 
of old age pensions. A good deal of the agitation 
for larger pensions in recent years derives from the 
attempt to restore existing pensions to their pur- 
chasing power in 1939. The proposed increase of 
pensions of roughly 70%, provided in the social 
security bill now before Congress, would do no 
more than compensate pensioners for the decline 
in the value of money in the last decade. The ex- 
perience of some foreign countries has been infi- 
nitely worse than ours. But there is no reason to 
believe, or hope, that fiscal malpractice will produce 
better results in the United States than it has 
elsewhere. 

We are dealing, it should be pointed out, not with 
small budgets and small deficits, but with large ones. 
It makes a world of difference whether we contem- 
plate an annual deficit commensurate with expendi- 
tures of one or even ten billions a year, or deficits 


commensurate with disbursements running from 
$40 to $45 billion. For in the latter case, no matter 
how large the deficit, the tax burden must neces- 
sarily also be very large. Even with the currently 
considerable deficits incurred by the Federal Gov- 
ernment, the annual Federal tax take runs between 
$30 and $40 billion. Attempts are constantly being 
made to find additional sources of taxation. If to 
the Federal tax bill are added local taxes, direct and 
indirect, the total tax burden is rapidly approaching 
the levels prevailing in the most heavily taxed coun- 
tries of the world. Whatever theory of economics or 
public finance we may hold, it still remains true 
that taxes are a burden on enterprise, individual 
and corporate, and the higher they go the greater 
the burden and the more thoroughly do they act as 
obstacles to enterprise. 


It Is Borne by Everybody 


This tax burden, moreover, is no longer borne by 
a small segment of the population. It is borne by 
everybody. As government demands for funds rise, 
it is inevitable that the lower income groups should 
supply an increasing share of them. This means 
that the free income of wage-earners and salary- 
workers will constantly shrink, as it has already 
done by reason of payroll and withholding taxes. 
Of this process we have seen only the beginning. 
For as government expands and offers its citizens 
more benefits and services, they will pay for what 
they get by keeping a diminishing share of their 
incomes, which they are free to spend as they wish. 

These observations about the leading and most 
fundamental economic policy of the government 
today should make one hesitate to accept the san- 
guine and exaggerated claims that are being made 
for it. It is full of risks and dangers. The chances 
for correcting it are better now than they will be 
later. But, whether it is corrected or not, the most 
pressing task before this Nation is to make its 
citizens aware of the uncertain foundations on 
which much of their present prosperity rests. 
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